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Message: Dear Examiner Poinvil: 

In preparation for the interview consider the enclosed SEC filing. The claims have been rejected n the 
contention that Wallman teaches an investment fund, and the enclosed thoroughly contradicts this view. 
A portfolio is any 2 stocks. If you have 2 stocks, there is no reason for you to be registered as an 
investment fund (such as a mutual fund) with the SEC and operate in accordance with the Investment 
Company Act of 1940. Wallman is directed to the wrong financial product in relation to the claims at 
issue. We can discuss this more during the interview, but if the PTO contention that a portfolio teaches 
a fund were advanced in the market place, whoever was taking that position would likely end up doing 
time for securities fraud. 
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OFFICIAL 



March 28, 2001 



Jonathan G. Katz 
Secretary 

Securities and Exchange Commission 
450 Fifth Street, N.W. 
Washington, DC 20549-0609 
Re: Petition for Rule-making 
Dear Mr. Katz: 

The Investment Company Institute^ hereby petitions the Commission to adopt a definitional 
rule, as set forth in the attached Appendix, clarifying that certain portfolio investment programs 
form "investment companies" within the meaning of the investment Company Act of 1 940 (the 
"1940 Act"). The rule defines such an investment company as any group of persons who 
purchase a pre-selected portfolio of securities with characteristics demonstrating investment 
management by others. The rule would require that such companies be registered and 
regulated under the 1940 Act and that the offering and sale of their shares be registered under 
the Securities Act of 1 933 (the "1933 Act"). 

The portfolio investment programs that are the subject of this petition represent a new wave of 
investment vehicles that, if not appropriately regulated, could seriously undermine the investor 
protections built into the regulatory framework for investment companies and their investment 
advisers.[2] Thus, we respectfully request that the Commission adopt the proposed rule in order 
to prevent abuses. 
Summary 

The sponsors of the portfolio investment programs that are the subject of this petition are 
offering to public investors professional investment management of a common securities 
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portfolio — the touchston of investment company regulation. Investors who purchase 
substantially the same pre-packaged portfolios, coupled with periodic portfolio updating features 
and a connected share trading service, are an organized group of persons engaged in a 
common investment enterprise, an enterprise that constitutes an investment company subject to 
the 1940 Act. Moreover, these investment programs pose the same risks to investors that 
underlie important parts of the investment company regulatory pattern — risks of self-dealing, 
overreaching in fees, deviating from stated investment policies, inadequate mechanisms for 
resolving conflicts of interest, and abuses in disclosure and advertising. Future sponsors of such 
investment programs may not have the same level of integrity as current sponsors, which 
exacerbates the potential for these abuses. 

There are compelling arguments for the Commission to act quickly to assert jurisdiction over 
portfolio investment programs under both the 1933 and 1940 Acts. These investment 
companies, if permitted to evade investment company regulation, threaten to undermine the - 
regulatory system for all investment companies. Although these programs may provide their 
investors the option to customize their pre-packaged portfolios, the most important test for 
investment company regulation — reliance on parallel professional investment management — 
still applies to them. If these investment companies are not subject to regulation appropriate for 
the potential abuses they pose, their investors will be deprived of crucial protections. In addition, 
they will provide an opportunity for ready evasion of the burdens of investment company 
regulation. If the Commission acts quickly while the product is in an early stage, it can prevent 
regulatory evasion rather than face the task of trying to re-regulate a substantial sub-industry 
with a strong vested interest in fighting investor protections. 
Proposed Rule 

Attached to this petition as an appendix is the text of a proposed definitional rule. The proposed 
rule is designed to extend the regulatory protections of the 1940 Act to public investors who are 
offered the opportunity to participate in a common enterprise through pre-packaged portfolios 



PA E 3/18* RCVD AT 12/16/2003 10:37:50 AM [Eastern Standard Time] * SVR:USPTO-EFXRF-1/0 * DNIS: 8729326 * CSID: * DURATION (mm-ss): 12-32 



Dgc-16-03 08: OOA 



P.04 



and portfolio updating and trading features. It would treat all investors in such a program who 
purchase substantially the same portfolios coupled with portfolio updating services and a trading 
service for portfolio securities as an organized group of persons engaged in a 
common enterprise that constitutes an investment company subject to the 1940 Act. The 
requirements of the 1940 Act, however, might need to be altered through narrowly tailored 
exemptions for these investment companies to operate. 

The rule is intended to clarify the scope of the definition of "investment company" under the 
1940 Act and is not intended as an exclusive definition. Thus, an investment program that did 
not meet all of the conditions of the rule might still, under some circumstances, qualify under the 
1940 Act as an investment company. 
Background 

What are portfolio investment programs? 

Portfolio investment programs allow investors to purchase in a single transaction pre-packaged 
portfolios of stocks through a brokerage or advisory account. The pre-packaged portfolios 
consist of a number of stock positions, selected and weighted through professional 
management techniques. Investors purchase dollar amounts of a portfolio, not a given number 
of shares of individual stocks.[2] Investors choose from a number of pre-packaged portfolios 
created by the companies' sponsors. Investors can customize the pre-packaged portfolios by 
substituting stocks or adjusting weightings. Many investors will likely choose pre-packaged 
portfolios because of their convenience and because of the complexity and difficulty of devising 
and managing one's 

own portfolio. The sponsors of portfolio investment programs are promoting a large number of 
pre-packaged portfolios, and their contents and types appear to vary considerably. Nonetheless, 
the names and investment objectives of the portfolios mirror those of traditional investment 
companies.I4] The sponsors of portfolio investment programs periodically update their pre- 
packaged portfolios: like professional investment managers, they regularly review their 
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composition and alter them to reflect changing market and economic conditions in light of the 
portfolios' investment objectives. The sponsors also promote the performance of the pre- 
packaged portfolios. [5] 

Portfolio investment programs allow investors to update with only a few mouse clicks their 
existing pre-packaged portfolios to effortlessly incorporate changes that the sponsor's 
investment professionals make to the pre-packaged portfolios into their own portfolios. For 
these services, the two sponsors that are now offering on-line investment companies charge a 
flat annual or periodic fee. For larger investors, the fee may be less than average mutual fund 
expense ratios; for small investors, however, the portfolio investment program fee may be 
greater. 

Investors will rely on the sponsor's investment management. 

Pre-packaged portfolios are designed to appeal to investors who want to rely upon the 
investment prowess of professional managers. To invest, one need not analyze a single stock. 
Rather, with only a few mouse clicks, one can purchase a pre-selected portfolio designed by 
professional investment managers to meet a particular investment objective. With a few mouse 
clicks, one can update one's portfolio to incorporate any changes that the sponsor has made to 
the portfolio. The promoters of portfolio investment programs use the terminology of modern 
portfolio and financial theory — beta, price-to-book ratios, and other financial statistics.ISJ They 
also tout on their web pages their ability to select stocks for the pre-packaged portfolios that 
satisfy the criteria they set for the portfolio. Their clear message is that the sponsors have 
investment management expertise that the typical investor does not have.[Zl They imply that 
their investors will enjoy the fruits of modern financial theory while the sponsor's investment 
managers do the actual expert financial work. 

An example — FOLIOfn's Ready-to-go "Conservative Folio" — illustrates the point. FOLIOfn's 
website describes this Folio as made up of "S&P 500 stocks that have been less risky than the 
market overall" because *[t]he Folio has a beta lower than 1." The website states: "We selected 
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the 30 stocks [in the S&P 500] that had betas closest to 0.6, and market capitalization and price- 
to-book ratios closest to the S&P 500 average." FOLIOfn is telling investors that it will examine 
the appropriate financial statements, acquire other necessary data, and perform the necessary 
statistical operations (e.g., linear regression) to select less risky stocks. Most non-institutional 
investors will not have the skills to perform these tasks themselves and thus will rely on 
FOLIOfn's expertise. 

The web page continues: "The Folio is reviewed every month. If the characteristics of the Folio 
have changed substantially, the stocks included may change." Thus, FOLIOfn is telling investors 
that its managers will use their expertise to evaluate the portfolio periodically to determine if it 
meets its stated objective, and that they will change the portfolio if they judge that changing 
investment conditions warrant it. In fact, within a three-month period, FOLIOfn replaced twenty- 
five of the thirty stocks in the portfolio and changed the weightings for the other five without 
giving any reason for the changes. Many investors who have purchased the Conservative Folio 
before it was reconfigured, upon seeing these changes, will conclude that their current portfolios 
no longer meet their investment objectives and will want to update their portfolios. 
Consider another pre-packaged portfolio, The Investec Energy Fund, to be made available on 
MAXFunds' website. The website states that it "is a 10 stock portfolio of large- or mid-cap stocks 
. . . that represents a mix of top-down thematic sector bets . . . and bottom-up individual stock 
picks." The site identifies the manager of the Fund, who explains his investment strategies: "I 
place a high importance on analyzing the supply and demand factors moving the oil price, as 
this provides the key context for forecasting individual company earnings. I then apply traditional 
valuation yardsticks and adopt a value style." The website also touts his experience at running 
three public funds. Thus, MAXFunds is promoting the manager's expertise, and many investors 
who do not have the sophistication in finance or in the energy business needed to analyze his 
techniques will nonetheless likely be persuaded to rely upon his investment management 
skills.[S] MAXFunds' chief executive officer has stated that investment advisers will actively 
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manage many of its "synthetic funds" in much the same way that traditional mutual funds are 
managed.[9] 

Significantly, the sponsors of portfolio investment programs do not provide investors with the 
means to evaluate meaningfully whether the changes to a pre-packaged portfolio are 
appropriate for their personal portfolios. Nonetheless, their programs will make it nearly 
effortless to adopt these changes for one's portfolio. They thus invite investors to rely upon the 
sponsors' expertise to manage their portfolios. There is little reason to doubt that a substantial 
number of investors will accept that invitation and depend upon the sponsors to provide an 
ongoing program of professional investment management. The securities held by those 
investors will in economic substance constitute a pool of capital managed by the sponsor, 
irrespective of the legal form of their holdings. 

Investors must rely upon sponsor-provided or -arranged trading services to realize the 
round lot values of odd lot and fractional share holdings. 

An investor in a portfolio investment program generally holds a portfolio of odd lots and 
fractional shares.£lfil Because fractional shares are unmarketable[11] and odd lots can only be 
bought and sold with significant transaction costs, portfolio investment programs must offer their 
investors a trading service for these shares either directly or indirectly through arrangements 
with third-party brokers. Such a service permits investors, when purchasing, selling, updating, 
exchanging, customizing or rebalancing their portfolios, to buy and sell odd lots and fractional 
shares at close to round lot prices. 

The trading service enables portfolio investment programs to offer portfolios to small investors 
and to value the odd lots and fractional shares making up each portfolio as if they were round 
lots of securities. Through such a service, the program may first try to match its investors' 
transactions internally or it may bunch the trades (including those that are unmatched) and take 
these to the market, or it may do both. The provider of the service also must commit its own 
capital to round up trades and maintain inventory. For such a service to function economically, a 
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portfolio investment program must develop a critical mass of thousands of investors or 
more.[12J 

When an investor seeks to dispose of his or her portfolio, the trades necessary to do so can 
only be executed economically through the trading service provided directly or indirectly by the 
sponsor. Similarly, an investor who relies on the periodic updates made to the pre-packaged 
portfolios also will have to rely on the sponsor's willingness and ability to continue providing the 
trading service. Investors will thus depend upon their relationship with that sponsor and will be 
subject to any fee increases that it might impose. 

Sponsors promote portfolio investment programs as offering the advantages of mutual 
funds without the disadvantages. 

FOLIOfn's website announces that it offers "the diversification of mutual funds and the benefits 
of owning the stocks yourself." It states that its portfolios give investors "the benefits of mutual 
funds without the hidden fees, adverse tax consequences, and lack of control." MAXFunds' site 
states that a "synthetic fund is similar to a mutual fund in that both are portfolios of securities 
you can buy. The main difference between the two is that with synthetic funds, you own the 
securities in the portfolio directly, not through a third party mutual fund company. Another 
difference is that the manager of the fund could be an investment advisor, like with a mutual 
fund, but can also be the publisher of a stock index, a financial writer, or even you." Netfolio's 
site states that it "offers custom-designed stock portfolios or 'Personal Funds' to individuals at a 
fraction of the cost of a typical mutual fund." It cites among the benefits of subscribing to 
Netfolio's investment sen/ice that "you can earn more" than by investing in mutual funds. None 
of these sponsors' sites points out that holders of their portfolios do not receive the regulatory 
protections that safeguard mutual fund investors. 

Portfolio investment programs do not provide time-tested investor protections. 

As a result of the 1933 and 1940 Acts, investment company shareholders benefit from a 
regulatory system whose core protections, which include oversight by independent directors, 
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bans on self-dealing, limits on fees and sales charges, discipline on investment management, 
full disclosure, and standards for advertising, are unparalleled in the financial services world. 
The investment company industry has embraced this regulation and has flourished. The 
industry's commitment to integrity, shareholder interests, full and fair disclosure under the 1933 
Act and substantive regulation under the 1940 Act has prevented abuses, reinforced a culture of 
integrity, and maintained high investor confidence in the industry for sixty years. 
There are compelling arguments for the Commission to assert jurisdiction over portfolio 
investment programs under both the 1933 and 1940 Acts, as set forth below. As more sponsors 
begin to offer portfolio investment programs, there will be no assurance that they will operate as 
prudently as current sponsors do. In addition, portfolio investment programs, if permitted to 
evade this regulation, threaten to undermine the protections of this successful regulatory 
system.[1_31 Although the use of new technologies may provide their investors the option to 
customize their pre-packaged portfolios, the most important test for investment company 
regulation — reliance on parallel professional investment management — still applies to them. If 
these investment companies are not subject to regulation appropriate for the potential abuses 
they pose, their investors will be deprived of crucial protections. In addition, they could allow 
ready evasion of the burdens of investment company regulation. If the Commission acts quickly 
while the product is in an early stage, it can prevent regulatory evasion rather than face the task 
of trying to re-regulate a substantial sub-industry with a strong vested interest in fighting investor 
protections. 
Discussion 

Portfolio investment programs should be regulated under the 1933 and 1940 Acts. 

An investment vehicle is an investment company under Section 3(a)(1) of the 1940 Act if it is an 
issuer of securities that is engaged, or proposes to engage, primarily in the business of 
investing, reinvesting, or trading in securities. The application of this test to portfolio investment 
programs turns on whether they are offering securities separate from the underlying securities 
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that constitute the investors' portfolios. 

A. Portfolio investment programs offer and sell separate securities that should be 
registered under the 1933 Act. 

Portfolio investment programs, by offering pre-packaged portfolios coupled with portfolio 
updating features, provide professional investment management upon which investors rely. 
Investors also rely on the trading services provided directly or indirectly by program sponsors so 
that investors' holdings of odd lots and fractional shares can be purchased and sold at prices 
close to the current market price for whole lots. For these reasons, portfolio investment 
programs bring together a promoter and investors in a common enterprise — the hallmark of an 
investment contract. 

1 . Portfolio investment programs are offering investment contracts, which are securities as a 
matter of law. 

Section 2(a)(1) of the 1933 Act defines the term "security" to include investment contracts. The 
Supreme Court in the seminal Howey opinion defined the term "investment contract" to mean 
any "contract, transaction, or scheme whereby a person [1] invests his money [2] in a common 
enterprise and (3) is led to expect profits [4] solely from the efforts of the promoter or a third 
party . . . ,"f14] Portfolio investment programs clearly meet the first and third elements of this 
test. As set forth below, they also meet the second and fourth elements. 
Generally, all courts agree that the common enterprise prong of the Howey test is satisfied 
when there is a pooling of interests of several investors, a pooling known as "horizontal 
commonality." Courts disagree, however, on whether "vertical commonality" — one promoter 
and one investor involved in a common enterprise — alone suffices. The Ninth Circuit has 
articulated a standard for vertical commonality under which a common enterprise exists where 
"the fortunes of the investor are interwoven with and dependent upon the efforts and success of 
those seeking the investment or of third parties."il5] The Commission has endorsed this 
approach.[16J 
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Portfolio investment programs satisfy both the horizontal and vertical commonality tests, 
however defined. First, these programs bring many investors into a common enterprise with the 
programs' sponsors and with each other through their reliance on the professional investment 
management provided by the sponsors. Investors who purchase pre-packaged portfolios and 
adopt the changes in those portfolios made by the sponsor rely on the sponsor's investment 
expertise — its prowess in devising and managing portfolios with the investment characteristics 
chosen by the investor. They depend upon the sponsors to provide an ongoing program of 
professional investment management. The investments of all of these investors in economic 
substance constitute a de facto pool of capital managed by the sponsor in a common enterprise. 
Second, portfolio investment programs' trading services for odd lots and fractional shares also 
bring their promoters and investors together into a common enterprise. Through these services, 
the investment success or failure of each portfolio is linked to the trading, marketing and 
technological success of the promoter. When the investor seeks to dispose of his or her 
portfolio, the necessary trades can only be executed at a feasible cost through the trading 
service provided directly or indirectly by the sponsor. As a practical matter, that service will be 
available only if the promoter continues to provide or arrange for it.[lZl An investor who relies on 
adopting the sponsor's updates to a pre-packaged portfolio also must rely on the promoter's 
willingness and ability to continue providing that service. The fortunes of each investor therefore 
depend to a significant degree on the promoter's ability to attract and retain a critical mass of 
clients — that is, on the success of its sales and marketing efforts. If the promoter goes out of 
business or otherwise discontinues the trading service, investors will be left with holdings that 
will be so expensive to manage, rebalance, and liquidate that they will in effect lose significant 
value. Thus, the viability of each portfolio as an investment vehicle is "interwoven with and 
dependent upon the efforts and success of the promoter. 

The companies seek to match and/or bunch investors' purchase and sales orders to permit 
economical trades, through the trading service. This matching and bunching constitute 
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horizontal commonality because it pools the odd lot and fractional orders of many investors and 
puts their capital jointly at risk in the time between when the investor enters his or her order and 
the time the company executes the matched or bunched orders. The matching and bunching 
also constitute vertical commonality, because the investor's trading capital is brought into a 
common enterprise with the promoter's trading capital, which is required to round up odd lots 
and fractional shares in inventory and in market trades. 

The fourth element of the Howey test requires that the investor be led to expect profits to be 
derived "solely from the efforts of a promoter or a third party." In applying the test, the federal 
courts have rejected a literal interpretation of the word "solely." Ten circuits have adopted a 
more liberal and flexible interpretation, simply requiring proof that "the efforts made by those 
other than the investor are the undeniably significant ones, those essential managerial efforts 
which affect the failure or success of the enterprise."[181 As a result, many courts have found 
that an investment constituted a security, even when the investor was required to participate to 
some extent, provided his efforts were not the undeniably significant ones.[13J As the 
Commission itself has noted, "an investment contract may be present in situations where an 
investor is not wholly inactive, but even participates to a limited degree in the operations of the 
[enterprise]. "{201 

An investment vehicle meets this test if a significant number of investors in practice rely upon 
the efforts of the promoter either because the investors lack the necessary sophistication or 
because the promoter possesses some special skills or expertise. The investor is reliant upon 
the efforts of others "where the investor [shows] practical dependence, an inability to exercise 
meaningful powers of control or to find others to manage his investment" because he or she is 
inexperienced and unknowledgeable in business affairs or is dependent on some unique 
entrepreneurial or managerial ability of the promoter or manager.[2U 

A significant number of investors in portfolio investment programs will not be experienced or 
knowledgeable enough in investment matters to manage or customize their investments in pre- 
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packaged portfolios in a meaningful way. These investors will depend on the special expertise 
that the promoters of portfolio investment programs hold themselves out as offering. These 
investors will use pre-packaged portfolios rather than create portfolios themselves, will not 
customize their portfolios to any significant degree, and will rely upon the promoters' portfolio 
updating features to provide an ongoing program of investment management. Moreover, they 
will choose the ease and convenience of relying upon the continuing investment management 
program offered through updated pre-packaged portfolios. In the case of these investors, the 
undeniably significant and essential efforts will be those of the promoter. 
The offerings of portfolio investment programs will form investment contracts even if some 
investors are not passive, but rather actively manage or customize their pre-packaged 
portfolios. As the Howey Court stated: "The Securities Act prohibits the offer as well as the sale 
of unregistered, non-exempt securities. Hence it is enough that the respondents merely offer the 
essential ingredients of an investment contract "1221 (footnote deleted) When a promoter's offer 
leads some investors to expect profits through reliance upon the investment expertise of a 
promoter or a third party — as do the websites of portfolio investment programs — the Howey 
test has been met.[231 In analyzing the offer, one should look to the potential investors to whom 
the investment is being offered.{24] The sponsors of these programs promote their products as 
an improved alternative to mutual funds, which demonstrates the focus of their offer on 
investors most likely to view their interests in program portfolios as passive investments.[2§] 
The fact that investors in portfolio investment programs have the option to manage or customize 
their pre-packaged portfolios does not preclude a finding that many investors will rely upon the 
investment management of the companies' sponsors. A number of courts have recognized that, 
even where an investor has the right to control the management of his or her investment, the 
investor's practical dependence or an inability to exercise meaningful powers of control or to find 
others to manage the investment satisfies the Howey requirement of reliance upon the efforts of 
others. Accordingly, courts have found a wide range of investment vehicles in which investors 
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retain an option to manage their investments to be investment contracts — for example, 
discretionary commodities trading accounts,[26] condominium unit rental pools from which the 
investor retains the right to opt out,[2Z] dental products sales franchises coupled with an 
optional and terminable sales agency agreement,l2Sl and investments where investors' choices 
in purchasing portfolios of coins were made or guided by a coin dealer's experts.[29] In the 
Hocking case, the Ninth Circuit explicitly rejected the defendants' argument that "the 
purchaser's election to delegate control and ability to regain control [leads] to the conclusion 
that the ["reliance on the efforts of others"] requirement of Howey had not been satisfied. "[30] 
The availability of a trading service for odd lots and fractional shares is also undeniably 
significant to the success of each pre-packaged portfolio. An investor who wants to update or 
sell his or her portfolio will have to rely on the promoter's willingness and ability to continue 
providing that service. In the Gary Plastic case, the Second Circuit found that, under facts 
similar in significant ways to those presented by the sponsors* trading services, investors' 
reliance upon the trading efforts of a broker-sponsor was also a significant factor in creating a 
security for purposes of the 1933 Act.[2U In Gary Plastic, Merrill Lynch had marketed and sold 
large denomination bank certificates of deposit (or "jumbo CDs") on representations that the 
CDs were negotiable and liquid. Merrill Lynch undertook to maintain a secondary market for the 
CDs that would enable investors to sell the CDs back to Merrill Lynch at prevailing market prices 
without penalties. The Second Circuit held that Merrill Lynch was offering and selling investment 
contracts because investors in the jumbo CDs relied for the sale of the CDs without penalty on 
the "efforts, knowledge and skill" as well as the "financial stability" of Merrill Lynch: the value of 
their investments depended on the secondary market that Merrill Lynch created for liquidity and 
on Merrill Lynch's marketing efforts, because the success of the secondary market hinged on 
Merrill Lynch's success in finding new buyers of CDs or in committing its own capital to make a 
market. 

Portfolio investment programs bring investors and sponsors together in a common enterprise in 
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which a significant number of investors in pre-packaged portfolios rely upon the investment 
management, securities trading and sales efforts of the sponsors. Thus, these sponsors are 
offering and selling securities separate from those constituting the underlying portfolios. [22] 
2. Portfolio investment programs warrant registration as securities under the 1933 Act as 
a matter of policy. 

There are compelling policy reasons to require the distribution of interests in portfolio investment 
programs to be registered as separate securities under the 1933 Act. To make an informed 
decision, investors considering an investment in a pre-packaged portfolio need disclosures 
regarding the sponsor's investment management expertise, the investment objectives of the 
pre-packaged portfolio, and the underlying reasons for any changes to the portfolio. Investors 
also need disclosure of the risk factors involved in investing in a particular pre-packaged 
portfolio and those involved in relying upon a particular sponsor. Moreover, since the fortunes of 
investors to a significant extent are dependent upon the efforts of the sponsor and interwoven 
with its fortunes, investors need to be informed about its business, finances, and management. 
Such information is necessary to assess the risk investors would face if the sponsor were no 
longer available to provide professional investment management or a trading service for odd 
lots and fractional shares. Investors also need the protections of the 1933 Act provisions for 
prospectus delivery and regulating other forms of communication during offerings. Finally, 
investors need the assurances of accuracy and completeness provided by the prospect of 
Section 1 1 liability for material misstatements and omissions. 

Compliance with the prospectus delivery requirements of the 1933 Act would not impose 
unreasonable burdens on portfolio investment programs. Indeed, these companies could 
maintain a current prospectus and readily deliver that prospectus to investors through posting 
the prospectus on their sponsors' websites in the same manner as do the sponsors of traditional 
mutual funds.f33] 

B. Portfolio investment programs should be regulated under th 1940 Act. 
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1. Because portfolio investment programs hav th charact ristics of traditional 
investment companies, their investors should be protected by the 1940 Act. 

Portfolio investment programs share most of the essential characteristics of investment 
companies. Like mutual fund investors, their investors will be relying upon an ongoing program 
of professional investment management. Like mutual funds, portfolio investment programs offer 
investors the ability to liquidate or redeem their interests at dose to market prices for round lots 
of securities. Like mutual funds, they offer smaller investors the benefits of portfolio 
diversification. Like the interests of shareholders in investment company portfolios, investors 1 
holdings will, in real economic terms, be indirect: without a trading service to update and 
liquidate their portfolios of odd lots and fractional shares, their holdings will be worth significantly 
less than market price. 

Promoters may claim that they are offering these features as incidental to a brokerage or an 
advisory account. However, when the features are considered as a whole, these accounts 
constitute a group of persons organized through parallel investment management into a 
common enterprise — an investment company — rather than investments through a brokerage 
or advisory account. Investors' reliance on pre-packaged portfolios, portfolio updating, and a 
trading service for purchasing the pre-packaged portfolios and updating them creates a type of 
relationship with the companies' sponsors that differs dramatically from that traditionally found 
between brokers or advisers and their clients. 

2. Portfolio investment programs meet the definition of "investment company" under the 
1940 Act. 

An investment vehicle is an investment company under Section 3(a)(1) of the 1940 Act if it is an 
issuer of securities that is engaged, or proposes to engage, primarily in the business of 
investing, reinvesting, or trading in securities. The definition of Issuer" includes any organized 
group of persons, whether or not incorporated, that issues or proposes to issue a security.£34] 
The legislative history of the Investment Company Act also explains that an investment 
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company can consist of a group of individual investors that "is not a legal entity but rather ... in 
essence a combination of distinct individual entities."[351 Thus, an "organized group of persons" 
includes those client accounts, taken together, in investment management programs where the 
clients receive the same investment advice and hold the same or substantially the same 
securities in their accounts.[36J The law is clear that an investment vehicle does not have to 
involve pooling of assets in a single entity to be an issuer and hence an investment company; it 
need only involve an organized group of persons. 

An investment company is formed from the separate accounts of investors who have purchased 
in separate accounts the same pre-packaged portfolio and rely upon the sponsor's portfolio 
updating service rather than significantly customize their portfolios (and thus hold the same or 
substantially the same securities). In essence, the investors who hold these accounts are an 
organized group of persons through their common reliance upon an ongoing program of parallel 
investment management and a connected share trading service. Such a group clearly is 
engaged primarily in the business of investing, reinvesting, or trading in securities. The 
investment companies thus formed should be subject to regulation under the 1 940 Act unless 
they qualify for an exemption. 

These investment companies cannot validly claim exemption from the 1940 Act based upon any 
precedent set by the HOLDRs no-action letter.&ZJ In that letter, the staff granted no-action relief 
to Merrill Lynch's HOLDRs program from registration under the 1940 Act (but not the 1933 Act). 
The letter relied on the fact that HOLDRs are only a custody arrangement allowing investors 
convenient way to purchase, hold, and sell fixed baskets of stocks representing a given industry 
or sector. Merrill Lynch only performs ministerial services for minimal administrative charges, 
selecting the stock through a mechanical process. Moreover, because HOLDRs round lots are 
exchange-traded, investors can sell their holdings for round lot value at any time without relying 
on Merrill Lynch- 
In contrast, portfolio investment programs provide investors an ongoing program of investment 
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management. The pre-packaged portfolios do not remain fixed but rather are changed 
periodically, and with a click of the mouse investors can readily incorporate these changes into 
their portfolios, relying on the sponsor-arranged trading service to purchase, update, and 
liquidate their portfolios of odd lots and fractional shares at close to market value for round lots. 
Unlike the case of HOLDRs, the promoters of these investment programs charge more than a 
minimal administrative fee for providing this panoply of investment services. 
Portfolio investment programs also do not qualify for the Rule 3a-4 "mini-account" exemption. 
Rule 3a-4 provides a non-exclusive safe harbor from the definition of investment company and 
from 1933 Act registration for programs under which investment advisory services are provided 
on a discretionary basis to a large number of advisory clients having relatively small amounts to 
invest. The conditions to the safe harbor are designed to ensure that clients in a program relying 
on the rule receive a particular sort of individualized treatment, including receiving sufficient 
personal attention from the adviser to their financial situations and investment objectives. 
Portfolio investment programs do not provide sufficient individualized attention to investors to 
meet the conditions or the policy objectives of Rule 3a-4. Rule 3a-4 contemplates that a 
program would provide the opportunity for personalized interaction rather than an impersonal or 
automated system. For instance, one condition requires that personnel who are knowledgeable 
about the account and its management be reasonably available to the client. The rule also 
contemplates that a qualifying program would actively reach out to clients for updates about 
their financial situations and investment objectives. Features of portfolio investment programs 
such as pre-packaged portfolios and non-personalized portfolio updating are inconsistent with 
these principles. 

3. Compelling policy reasons warrant regulation of portfolio investment programs under 
the 1940 Act. 

There are compelling policy reasons to require that portfolio investment programs register and 
be regulated under the 1940 Act. For the same reasons, regulation of these programs 1 sponsors 
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